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BEFORE THE STATE BOARD OF EQUALI ZATI ON
OF THE STATE OF CALI FORNI A

In the Matter of the Appeal
O f

RAY R AND DOROTHY D. ANDERSON

Appear ances:
For Appellants: Earl W Dufton, Public Accountant

For Respondent: Burl D. Lack, Chief Counsel;
Crawford H Thonas, Associate
Tax Counsel

OPLNLON

This appeal is mde pursuant to Section 18?193 of the
Revenue and Taxation Code from the action of the Franchise
Tax Board on the protest of Ray &. and Dorothy D, Anderson
to proposed assessments of additional personal income tax in
the amounts of $153.,20, jointly, for the year 1948 and
$319,79 and $35. 00, respectively, for the year 1944,

Apge_llants are husband and wife. They filed a g’oi nt
ersonal incone tax return for 1948, and separate returns
or 1949, conputing their income onthe gash basis,

. Mr, Anderson and Ceorge 8. Hunphrey, who were asso-
ciated in an automobile agency, organized Tube-Craft :
Products, Ine,, a California ‘corporation, inJune, 1946, and
became its president and secretary, respectively, The enter-
rise was unsuccessful and the_corporation filed a petition in
ankruptcy on Decenber 31,1947. The bankruptcy proceedings
were conpleted June 14, 1849,

During the P/ears 1946 and 1947 ,Ander son and Hun?hrey had
| oaned Tube-Craff a total of $119_8é2.38 In an atte to keep
t hat company3 business in operation. For the -loans the cor po-
ration gave interest bearing demand notes. Anderson and |
Hunphrey obtained the funds for making the |oans by borrow ng
froma bank on notes executed by them as individuals. Because
Tube-Craft failed, they were compelled to repay the bank with
dividends withdrawn from their automobile agency,

Appellants claimed bad debt deductions on account of
loans to Tube-Craft in the amounts of $13,412.93., $27,153,07

and $12,674,57 for the vears 1947, 1948, and J19LY respectivefy, :

or a total of $53,240,57. These sums represent the amounts
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repaid by the Appellants to the bank during such years.
Humphrey and his wife claimed bad debt deductions in the same
amounts, so that the total claimed by the Andersons and the
Humphreys was $106,481,14. The Franchise Tax Board determined
that the” deduction on account of the unrecoverable debt due
Appellants from Tube-Craft was allowable only in the vear 1947,
and disallowed the deductions claimed in the years 1948 and

1949,

~Section 17310 (now Section 17207) of the Revenue and Tax-
ation Code, as it read during the years involved in this
appeal, provided in part:

"In computing net income there shall be allowed
as a deduction debts which become worthless within
the taxable year ..*& When satisfied that a debt is
recoverable only in part, the commissioner may
allow the debt ‘as a deduction in an amount not in
excess of the part charged off within the taxable
year as a deduction.”

) A{opellants contend that, because they report on the cash
basis, they may claim the bad debt deduction in each of the
years in which they were required to satisfy their notes to
the bank; that only as they repaid money to the bank did the
bad debt occur; and that the circumstances of this case come
within the partial worthlessness provisions of the statute,

As we view the matter, this is not at all a case of partial
worthlessness, For reasons hereinafter noted, the debt became
wholly worthless prior to 1948. Where the debt is determined
to be totally worthless the taxpayer may not take a partial
deduction and save the balance for a succeedlngl_%/ear, Malden
Trust Co,, 39B.T.A., 190, afftd, 110 F. 2d 751, e statute
does not constitute the source of the funds with which the loan
Is made a determining factor between debts which become wholly
or only Olqa_rtlally worthless. Neither does the statute contain
a_nK condition that before a lender realizes worthlessness,
either partial or total, he must repay the funds which he
borrowed to use in making the loan. Appellants” theory would
have merit only if Appellants were guarantors of a debt of Tube-
Produects to the bank, In such a situation the debt arises when
the guarantor is compelled to make payment following default by
the Ermmpal on the note, See D. W. Pierce, 41 B.T.A. 1261;
and Leo L, Pollak, 20 T.c, 376.

Apﬂellants have questioned whether the debt, under any
theory, had become totally worthless in the year 1947. The
Franchise Tax Board determined that the debt became worthless
rior to 1948. In support of its position are the facts that
ube-Craft filed a petition in bankruptcy on December 31, 1947,
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atly exceeded the assets at that

and that the liabilitie e
s, as president of Tube-Craft,
n n

s gr
time, One of the Appellants, . . L
was in a position_to know intimately the financial condition
and prospects of Tube-Craft, but has offered nothing to show
that the debt had any value as of January 1, 1948, Appel | ants
support the deductions as claimed in 1948 "and 1949 with the
contention that the debt did not becone totally worthless
until the completion of the bankruptcy proceedings on June 14,
1949.  On this, point Regul ations 13310-§7312(a), title 18, .
Calgfornla Adm nistrative Code, are pertinent and provide in
part:

g
an
W
af
al

"Bankruptcy is generally an indication of the
worthl essness” of at” |east a part of an unsecured
and unpreferred debt. In bankruptcy cases a debt
may become worthless before settlemeént in sone
Instances and in others only when a settlenent in
bankr upt c¥ shal | have been'had, In either case,
the mere tact that bankruptcy proceedings insti-
tut ed againstthe debtor are termnated in a |ater
year, confirmng the conclusion that the debt is
forthless, wll not authorize shifting the deduct-
lon to such later year,

The date of the final settlenment of the bankrupt c%/ proceedi ngs
s not conclusive as to the worthlessness of a debt, but all
factors bearina on the worthlessness of the debt nust be con-
sidered. Patten and Davies Lunmber Co. v, Commissioner, 45 Fed.
2d 556; W, A Dallmeyer, 14 I.(, 1282, .The debl nmay Decone
worthl ess upon the 1111ng of the petition i n bankruptcy,

vvﬂ’ 43 B.T.A, 1147, Appellants have failed to
present ftacts which would justify deferring the deduction be-
yond the year 1947. _gurry v, Conmissioner, 117 Fed. 2d 307.

Appel | ants assert that the Internal Revenue Bursau
al | owed deductions ineach of the three years, 1947, 1948 and
1949, and submitted revenue agents' reports purportedly in
su%)ort of that statenment. However the report for the year
1947 shows that the bad debt deduction allowed for that year
to Anderson was increased from ﬁ»lB,hl&% to $26,450,8L, A
siml|ar increase was allowed for the separate returns of the
Humphrey famly, naking a conbined bad debt allowance of
$52,901,68 for A @rson and the Hunphreys in that year. The
1947 report also states_that during the period from Cctober,
1946, to Decenber, 1947, M. Anderson and Mr, Hunphrey loaned
a total of 352,901 67 to the corporation. The reports for
the years 1948 and 1949 state only that the returns are
accepted as_ filed, and we_are not” shown any anount of bad
debt deduction clained, The bad debt deduction clainmed for
the year 1947 by Anderson and the Hunphreys on their Cali-
fornia tax returns was the amount clained before the
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adj ustment made by the revenue a%ent's report. Appellants
make no attenpt to explain the a !ust nent by the revenue agent
or the statement regarding the total amount | oaned.

Pursuant to the views expressed in the opinion of the
tBﬁard]c on file in this proceeding, and good cause appearing
erefor,

. I T IS HEREBY ORDERED, ADJUDGED AND DECREED, pursuant to
Section 18595 of the Revenue and Taxation Code, that the
action of the Franchise Tax Board on the protest of Ray R.
and Dorothy D, Anderson to_proposed assessments of additional
tax I n the amounts Of $153,20 for the year 1948, and $319.79
and $35.00, respectively, for the year 1949, be and the same
I s hereby  sustai ned,

‘Done at Sacramento, California, this 9th day of August,
1956, by the State Board of Equaliaation,

Paul R Leake , Chairmam
Robert E, McDavid , Menber
J. H Quinn , Member
, Menber
Robert ¢, Kirkwood , Member
ATTEST: Dixwell L, Pierce , Secretary
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